Appendix 3: REMI Palicy Ingght

REMI standsfor Regiona Economic Modds, Inc. REMI Palicy InsghtincludesaREMI model that
hasbeen built especialy for the geographic area(s) in New Hampshire' scustomized version of themoddl.
REMI’smodd-building system uses hundreds of programs devel oped over the past two decadesto build
customized modelsfor each areausing datafrom the Bureau of Economic Anaysis, the Bureau of Labor
Statistics, the Department of Energy, the Census Bureau and other public sources. Information provided
by the New Hampshire Department of Employment Security specific to the state’ seconomy wasused to
help devel op the New Hampshire Energy Plan.

Founded in 1980, Regional Economic Models, Inc. (REMI) constructs models that reveal the
economic and demographic effectsthat policy initiativesor externa eventsmay causeon aloca economy.
The REMI modd isastructural model, meaning that it clearly includes cause-and-effect rel ationships. The
model sharestwo key underlying assumptionswith mainstream economic theory: householdsmaximize
utility and producersmaximizeprofits.

Inthemodel, businesses produce goodsto sall to other firms, consumers, investors, governments
and purchasersouts detheregion. Theoutput isproduced using labor, capitd, fud andintermediateinputs.
Thedemand for [abor, capital and fuel per unit of output dependsontheir relative costs, sinceanincrease
inthepriceof any oneof theseinputsleadsto substitution away fromthat input to other inputs. Thesupply
of labor inthe model depends on the number of peoplein the population and the proportion of those
peoplewho participatein thelabor force. Economic migration affectsthe popul ation size. Peoplewill
moveinto an areaif thereal after-tax wageratesor thelikelihood of being employedincreasesinaregion.

Supply and demand for labor inthe model determinethewage rates. Thesewagerates, alongwith
other pricesand productivity, determinethe cost of doing businessfor every industry inthemodel. An
increasein the cost of doing business causeseither anincreasein priceor acut in profits, depending onthe
market for the product. In either case, anincreasein cost would decreasethe share of theloca and U.S.
market supplied by local firms. Thismarket share combined with the demand determinesthe amount of
local output. Themode aso hasmany other feedbacks. For example, changesin wages and employment
impact incomeand consumption, while economic expans on changesinvestment and popul ation growth
impactsgovernment spending.
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Thestructure of REMI modelsof economiesincorporatesinter-industry transactionsand endogenous
find demand feedback. Inaddition, themodd includes: subgtitution among factorsof productioninresponse
to changesinreativefactor costs, migrationin responseto changesin expected income, wage responses
to changesinlabor market conditions, and changesin the share of local and export marketsin responseto
changesinregiond profitability and production costs.

The power of theREMI modél liesinitsuseof theoretica structura restrictionsinstead of individual
econometric estimates based on singletime-series observationsfor each region. Theexplicit structure of
themodel facilitatesthe use of policy variablesthat represent awide range of policy optionsand the
tracking of thepolicy effectson all thevariablesinthe model.

REMI mode sgenerateforecastsby solving alarge number of simultaneousequations, organizedin
fiveblocksasshownin FigureA3.1, which describesthe underlying structure of themodel . Each block
containsseveral componentsthat are shown in rectangular boxes. Thelinesand arrowsrepresent the
interaction of key componentsboth within and between blocks. Most interactionsflow both waysindicating
ahighly smultaneousstructure. Block 1, labeled output linkages, formsthe core of themodd. Aninput-
output structurerepresentstheinter-industry and final demand linkagesby industry. Theinteraction between
block 1 andtherest of themodel isextensive. Predicted outputsfrom block 1 drivelabor demand in block
2. Labor demand interactswith labor supply from block 3 to determinewages. Combined with other
factor costs, wages determinerelative production costsand rel ative profitability in block 4 affecting the
market sharesinblock 5. The market sharesarethe proportionsof local demand intheregioninblock 1
and exogenous export demand that loca productionfulfills.
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FigureA3.1. REMI Overview

Theendogenousfina demandsinclude consumption, investment, and state and local government
demand. Redl disposableincomedrives consumption demands. An accounting identity definesnominal
disposableincome aswageincomefrom blocks 2 and 4, plus property incomerelated to popul ation and
the cohort distribution of population caculated in block 3, plustransfer incomerelated to population less
employment and retirement popul ation, minustaxes. Nomina disposableincomedeflated by theregiona
consumer pricedeflator from block 4 givesrea disposableincome. Optimal capital stock calculatedin
block 2 drivesstock adjustment investment equations. Populationinblock 3drivesstateand locd government
final demand. Theendogenousfina demandscombined with exportsdrivethe output block.

A3-3



